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Introduction
For a long time, the main economic interest of politicians and scientists has been
to focus on the determinants of growth and income as a means of providing guide-
lines for the policymaking process. Due to the relative scarcity of available infor-
mation on factors such as life satisfaction, this was quite a natural starting point;
and it was driven by some obvious questions on differences in cross-country living
standards: What important features distinguish between fast- and slow-growing
countries? Why have some nations with a rather low capital stock achieved much
higher growth rates than others despite better starting conditions? In the quest for
answers, recent research suggests the general quality of institutions is one of the
most important factors for long-term growth and economic development. In par-
ticular, empirical studies have provided overwhelming evidence that economic free-
dom and deregulation of markets have a positive impact on growth and income."
In a parallel manner, improved material well-being in industrialized societies
has changed people’s attitudes towards income, and more weight has recently been
ascribed to the non-monetary aspects of the Western economic and social order.
Together with the recurrent criticism of GDP as an imperfect, flawed, and per-
haps even misleading measure of welfare, this shift in values is reflected in current
political attempts to create alternative indicators to reflect the “quality of life”. A
prominent example in this area is the work of the Stiglitz-Sen-Fitoussi Commission
(2009), which proposed to add a set of indicators on social and ecological develop-
ment to the usual growth measures, in order to reflect a country’s welfare adequately.
Similarly, research on happiness (or life satisfaction)® has employed a broader con-
cept of individual welfare for a number of years now. This research allows for the
identification of monetary and non-monetary effects upon individual well-being,
using survey questions about a person’s happiness.

Martin Rode, Bodo Knoll, and Hans Pitlik (2013). Economic Freedom, Democracy, and Life
Satisfaction. In James Gwartney, Robert Lawson, and Joshua Hall, Economic Freedom of the
World: 2013 Annual Report (Fraser Institute): 215-233.

For an overview, see surveys by Berggren (2003) and de Haan et al. (2006).

2 An explanation of both terms is given in the next section.
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Typical policy recommendations derived from these investigations aim at a gen-
eral change in the objectives for policymaking and usually call for more government
intervention in the economy. The arguments are generally along the following lines.
Free markets may be effective instruments for an optimal allocation of resources,
but income only exerts a small effect on people’s individual happiness (Frey and
Stutzer, 2002).> Hence, the policy objective of growth is overrated, especially in the
highly developed industrial nations of Europe and North America. Unemployment
was also found to be detrimental to life satisfaction, far beyond the pure income loss
that is associated with losing one’s job (Frey, 2008). From this viewpoint, providing
people with government-created employment would enhance “welfare” in almost
any case. In addition, environmental quality contributes considerably to individual
life satisfaction, even if people do not report any willingness to pay for the avoid-
ance of damages (e.g., Silva et al., 2012).

As a consequence of this line of argument, the economics of happiness usually
tends to favor government interventions over market-friendly policies, for the sake
of raising citizens’ subjective well-being or overall welfare. The positive effects of
economic freedom appear to be limited to benefits that are incorporated into the
price system and income growth. Besides the potential correction of market failures,
regulatory activities seem to provide additional non-monetary benefits.

Recent research on happiness finds that this kind of reasoning systematically over-
estimates the welfare effects of government interventions, while underestimating the
benefits of economic freedom, democratic decision-making, and deregulation for
individual well-being. These effects seem to be considerable. A more balanced per-
spective would recognize these non-monetary effects on personal well-being and
incorporate them into this relatively young field of economic research. In the follow-
ing, we will focus on the happiness outcomes of economic freedom and democracy,
showing that there is indeed a welfare effect derived from living in an economi-
cally free and politically democratic society that goes well beyond its pure income-
enhancing effects. This pattern is confirmed by simple cross-country comparisons.
The individual well-being associated with economic freedom is valued by people
in its own right, above and beyond the material wealth that it produces for society.

2 What is happiness or life satisfaction?

Generally speaking, the economics of happiness is the theoretical and quantita-
tive study of subjective well-being, life satisfaction, or related concepts. It typically
combines economics with other fields, such as psychology and sociology. Empirical
studies on the economic determinants of happiness normally make use oflarge-scale
surveys, such as the World Values Survey (WVS), to measure the overall life satis-
faction of individuals or groups. In a series of six waves, the WVS has interviewed
different people in a large number of countries since the early 1980s, employing
a very similar methodology in every wave. Responses can be analyzed on an indi-
vidual level or they can be aggregated at the country level, thereby relating them to
a host of individual and social determinants of happiness.

The following question is adopted in the WVS survey: “All things considered,
how satisfied are you with your life as a whole these days?” Respondents answer on
a ten-point scale, ranging from dissatisfied (1) to satisfied (10). Though some have

3 Itis likely that cross-sectional studies suffer from rather severe endogeneity problems. Natural
experiments and instrumental variable techniques tend to indicate much larger effects.
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questioned whether people answer this question truthfully and whether responses
are comparable across individuals and countries, there is now a widespread con-
sensus among scholars that these measures capture relevant and comparable infor-
mation on human well-being (e.g., Frey, 2008). In recent years, these important
objections to happiness surveys have been largely ruled out.

The reader will note that we have so far used the terms “happiness” and “life-
satisfaction” interchangeably, even though they refer to two different survey ques-
tions that measure very similar concepts. In fact, both are considered to reflect a
notion that has become known as subjective well-being. Throughout the whole chap-
ter, we will only employ the question about life satisfaction for empirical analysis.
Both concepts are so closely related that they are often referred to interchangeably in
the literature but we will use “life-satisfaction” when discussing our empirical work.

The life-satisfaction data in this chapter stems exclusively from the integrated
file of the European Values Study and the World Values Survey (2009), which is
freely available to all users. Generally, the surveys are all conducted for a represen-
tative sample of the adult population of each country. Therefore, the country mean
of life satisfaction can be viewed as a rough measure of “national happiness” We
employ average country values, which is also the approach taken by many other
scientists,* though this information is clearly not as detailed as data on an individual
level. Nonetheless, comparing microdata results by Helliwell (2003), who analyzes
individual responses, with those of country averages by Helliwell and Huang (2008)
suggests that national averages are good approximations for individual happiness
across countries.® In other words, we use average country life satisfaction for our
empirical comparisons, assuming that values are representative of the “average indi-
vidual” in a certain country.

Regarding the life-satisfaction scale, the WVS reports the results of its life satis-
faction question in two ways: as a share of the population answering in the top three
categories, or as the mean value corresponding to the ten-point scale. The first argu-
ably makes responses more insensitive to cultural differences in answering, while
the latter could contain more statistical information. According to the findings of
Bjornskov et al. (2010), both methods produce very similar results. As our objective
is to make comparisons between the life satisfaction of different nations, we will use
country averages throughout this chapter.

Overview of life satisfaction in seven countries

Having clarified some of these rather academic questions on the general signifi-
cance of our inquiry and the aggregation of microdata, we now give an overview of
happiness across different nations and over time. Figure 4.1 illustrates some styl-
ized facts, comparing the average life satisfaction of a selection of seven countries
over the course of roughly ten years. These are: Russia, Japan, the People’s Republic
of China, Chile, Germany, the United Kingdom, and the United States. The time
frame we are looking at is pretty much the decade between 1995 and 2005, which is
covered by the last three waves of the WVS. In part, these nations were chosen pre-
cisely because life satisfaction data for them is available for all three of these waves.
Furthermore, they offer a selection of important industrial nations and developing

4 For example, Helliwell and Huang (2008), Bjernskov et al. (2010).

Even taking into account individual policy preferences does not notably change the large similar-
ity between microdata and country averages, as shown by Knoll et al. (2013).
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Figure 4.1: The distribution of life satisfaction across the world and time
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Source: World Values Survey, 2009.

countries from a variety of continents. The years observed coincide with some very
relevant political and economic developments and, as a consequence, some aston-
ishing patterns are easily visible to the reader.

Each horizontal bar in figure 4.1 represents average life satisfaction of the cor-
responding country and survey year, labeled on the left hand side. First, let us focus
our attention on comparing life satisfaction across different countries. Here, it can
be seen that there are some quite significant differences in average life satisfaction
across the world. For example, with a score of 4.5 in 1995 people in Russia are sub-
stantially less happy than those in all other nations of our sample. Most authors
ascribe this phenomenon to the political, social, and economic instability, caused by
the breakdown of the USSR and the transition to a market economy (e.g., Bjernskov
et al, 2010). In fact, a review by Dolan et al. (2008) identifies per-capita income
as the most important variable to explain varying life satisfaction across countries,
which would suggest that in this case economic instabilities are largely behind the
observed gap.

Nonetheless, it is obviously not simply a question of economic development
and income level: comparing the scores of the People’s Republic of China (6.8) and
that of its much richer neighbor Japan (6.7) in 1995 illustrates this point. The same
is true for Chile’s average life satisfaction in 1996, as compared to that of the much
richer Germany in 1997, where both register an identical score of 6.9. For some rea-
son, most Latin American countries generally have a much higher life satisfaction
than their income per capita would predict. So far, there is no convincing explana-
tion for this phenomenon and most authors therefore ascribe it to some unobserved
cultural factors (e.g., Inglehart et al., 2008).
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Another distinctive feature of our cross-country comparison is that the scores
of the United Kingdom and the United States are so much higher, compared to the
other countries in our selection. Both the UK score of 7.6 in 1998 and the US score
of 7.7 in 1995 reveal countries very close to the happiest in the world; these scores
are certainly much higher than those of most industrialized democracies. One goal
of research like this is to determine whether this might, at least in part, be due to the
fact that especially during the late 1990s both the United Kingdom and the United
States were among the most economically free societies around the world.

Regarding the evolution of life satisfaction over time, it can be observed that
average life satisfaction in most countries changes only very little over the course
of these ten years. The variation is in fact so small that it could be caused by differ-
ences in sampling. This coincides with the observation in some studies that under
normal circumstances life satisfaction varies to a small degree over time and is sur-
prisingly stable on an individual and cross-country level (e.g., Frey, 2008; Easterlin
and Angelescu, 2012). In our graph, the only great exception to this trend is Russia:
with scores at only 4.5 in 1995 and 4.7 in 1999, average life satisfaction had been
comparatively low in the Russian Federation but then jumped to 6.1 in 2008S. This
may be a consequence of the widespread political and economic stabilization that
the country experienced between 2000 and 2004 Just like individuals, who recover
from traumatic experiences and over time return to their base level of life satisfac-
tion, countries might also return to such a base level after going through major eco-
nomic and political transitions that cause substantial uncertainty and depression
among the population.

In the following, a comparison of the world’s five happiest countries with the
world’s five unhappiest countries (table 4.1) reinforces the points made above:
while income per capita is the single most important element that determines aver-
age national life satisfaction there are a number of other non-monetary factors that
have a considerable impact on the patterns observed. The table employs average
life satisfaction values from the fourth wave of the WVS, conducted between 1999
and 2001.

According to the average ratings, the world’s happiest countries were Denmark,
Ireland, and Malta, all with an average score of 8.2. Close behind in fourth position
was Iceland, with a score of 8.1. This does not really come as a surprise, as all four are
small European nations with comparably high GDP per capita. Except for Malta, all
of them also show high levels of economic freedom and little regulation. In the case
of Denmark, and to some degree Iceland, they are also characterized by very high
social trust. According to Bjernskov (2003 ), this informal institution with strong
historical and cultural roots is the principal reason behind their elevated national
life satisfaction. On the other hand, to find that Mexico also has a score of 8.1 for life
satisfaction might be a surprise to the reader. Mexico is not known to be an economi-
cally and politically stable high-income country, but its relative rank simply reflects
the positive life-satisfaction effect of Latin America.

Of the world’s five countries with the lowest level of life satisfaction during the
same time period, three are post-communist countries that were part of the USSR
before 1992. Roughly ten years after the demise of the latter, Russia exhibits a score
of 4.7 while Moldova and the Ukraine follow closely behind with a score of 4.6.
Interestingly, in terms of income none of these three is among the poorest 25% of
the fourth WVS wave: Russia and Moldova have levels of per-capita GDP similar to
those of many of the larger Latin American nations of the sample. This again shows
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Table 4.1: Nations with the highest and lowest levels of life satisfaction

Greatest life satisfaction Least life satisfaction
Denmark 8.2 Russia 4.7
Ireland 8.2 Moldova 4.6
Malta 8.2 Ukraine 46
Iceland 8.1 Tanzania 3.9
Mexico 8.1 Zimbabwe 3.9

Source: World Values Survey, 2009: fourth wave.

that income is obviously only one important factor among many that influence
average life satisfaction. Perhaps just as relevant, Russia and Ukraine show some
of the lowest EFW scores of the whole sample, and all three countries were under
autocratic rule.

Only two countries were less happy at this point in time: Tanzania and Zimbabwe,
which have an average life-satisfaction score of only 3.9. While both are among the
poorest countries of the world, they were still substantially unhappier than a num-
ber of other low-income African nations such as Ethiopia (5.0), Rwanda (5.0), and
Uganda (5.6). In comparison with these, both Zimbabwe and Tanzania also exhib-
ited extremely low levels of economic freedom and both are known for their noto-
riously repressive political regimes.

3 The relation of life satisfaction to economic
freedom, democracy, and income
Some of the overall life-satisfaction patterns across the world were described in the
previous section; this section describes the estimation model and explains the con-
struction of the dataset. In the following, we turn to the overall relationship between
life satisfaction and income, life satisfaction and political regimes, and life satisfac-
tion and economic freedom.

The choice of control variables for our baseline model follows the specification of
Bjornskov et al. (2010), using Social trust, Average memberships, Importance of God, GDP per
capita, the Unemployment rate, and the Divorce rate. This model was originally specified
by Helliwell (2003). Social trust is added as a good proxy for informal institutions
(Bjornskov, 2003).% If it is not included in the model, the effect of formal institu-
tions might be overestimated. Social trust is measured as the percentage of respon-
dents answering “yes” to the WVS question: In general, do you think most people
can be trusted? It is expected to exert a positive effect on life satisfaction.

The model employs two further control variables from the WVS: Average mem-
berships is an index derived from the number of memberships that citizens report
having in nine types of voluntary organizations. According to Helliwell (2003)
and Bjernskov et al. (2010), it captures the effect of social capital as networks and
is expected to have a positive influence on life satisfaction. In turn, Importance of
God is supposed to measure the intensity of religious beliefs. Research by positive

6 The model is further identical to the one by Rode (2013).
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psychologists indicates intensity of beliefs to be of great importance for individual
happiness (Frey, 2008). It is measured as the average of citizens’ responses to the
following question: How important is God in your life? Interviewees answer on a
ten-point scale, ranging from not at all important (1) to very important (10). We
expect it to be positively related to life satisfaction.

Due to the importance of income as a source of life satisfaction, GDP per capita is
also included in the basic model. Generally, the relation between income and life
satisfaction seems to be complex and a lot of research has been undertaken to clarify
contradicting theoretical assumptions. Results largely suggest positive but diminish-
ing marginal returns of income on happiness (Clark et al., 2008). This means that
beyond a certain income level the importance of money for happiness will relatively
diminish. As a consequence, the variable is introduced in a logarithmic form and in
our model we expect it to show a positive relation with life satisfaction. Purchasing
power parity (PPP) standards are used for two reasons. First, since high inflation
also seems to reduce life satisfaction, as highlighted by Dolan et al. (2008), using
PPP will account for relatively recent changes in income that are due to inflation,
without having to introduce another flow variable to the model. Second, in most
cases, what matters to individuals is the quantity of goods that their income will buy,
rather than what they earn in nominal terms.

Another important economic control variable is the Unemployment rate (Frey,
2008). According to Dolan et al. (2008), unemployment is one of the greatest
depressors of individual life satisfaction and it mainly affects the people who actu-
ally lose their job. Nonetheless, Helliwell (2003) demonstrates that it also has an
important impact on a societal level: observing high unemployment in society
depresses citizens’ happiness, even if the observer has not lost his or her own job.
National unemployment rates are used in this investigation, as they should ade-
quately capture both effects. Unemployment is expected to have a negative impact
on life satisfaction.

Marriage is another important determinant of individual happiness and being
married is strongly associated with life satisfaction (Stutzer and Frey, 2006a). In
contrast, being divorced or separated is associated with some of the lowest levels
of happiness. To account for this fact, national divorce rates are incorporated into
the basic model and they are expected to exert a negative impact on life satisfaction.

Regarding political institutions and economic freedom, a number of authors
have argued that the utility derived from political and economic participation is
potentially large and we should therefore expect countries with a high degree of
democratization or economic freedom to show higher levels of life satisfaction,
other factors being equal. This seems to be the case: according to previous studies
democracy and economic freedom are positively related to happiness.”

Economic freedom is measured by the EFW index published in Economic Freedom
of the World: 2012 Annual Report (Gwartney et al., 2012). To distinguish between
political regimes, we use the democracy-dictatorship (DD) dataset by Cheibub et
al. (2010). According to its creators, the DD dataset avoids the problems inherent in
the Freedom House rating or Polity IV scores, which they argue are based on overly
subjective evaluations and inadequate operational rules. Cheibub et al. (2010) claim
that the middle categories of the Freedom House and Polity IV variables add little

E.g., Stutzer and Frey (2006b), Ovaska and Takashima (2006), Dorn et al. (2007), Knoll et al.
(2013), and Rode (2013).
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Table 4.2: Descriptive statistics and data sources for key variables

Variable Mean SD Min Max Source
Life Satisfaction 6.60 1.05 3.90 8.30 World Values Survey, 2009
Social trust 0.26 0.15 0.03 0.74 World Values Survey, 2009
Average memberships 0.08 0.06 0 0.31 World Values Survey, 2009
Importance of God 7.33 1.93 3.60 10 World Values Survey, 2009
GDP per capita (PPP) 14.239 12.233 423 62.591 World Bank, 2010
Unemployment rate 9.27 6.48 0.6 40 World Bank, 2010
Divorce rate 1.72 1.20 0.20 7.40 United Nations, 2001, 2010
Economic freedom 6.59 1.04 3.44 8.64 Gwartney et al., 2012
Democracy 0.77 0.42 0 1 Cheibub et al., 2010

information useful in distinguishing between political regimes. They also argue that,
contrary to frequent practice, the two measures are not interchangeable in regres-
sion analysis. As an alternative, they propose a dichotomous variable that takes the
value of one, if a country’s legislative and executive offices are chosen by contested
and popular elections, and zero, otherwise.®

Data for Life satisfaction, Social trust, Average memberships, and Importance of God are
taken from the last three waves of the WVS. From this we constructed a pooled
dataset of 87 countries and 160 observations for empirical analysis. Control vari-
ables that do not stem from the WVS are all from the corresponding survey year.

An overview of the variables, descriptive statistics, and sources is given in table 4.2.

Life satisfaction and income

Turning to the overall relationship of life satisfaction with income, political regimes,
and economic freedom, the remainder of this section graphically relates these
variables for an approximation. Figure 4.2 connects life satisfaction to per-capita
income in terms of purchasing power parity. The 160 country observations in our
dataset are divided into three groups: the first group consists of countries with a per-
capita GDP below $7, 500; countries in the second group all have an annual GDP
per capita between $7,500 and $15,000; and the third group, an annual GDP per
capita above $15,000. We then calculated the corresponding average life satisfaction
for each group. As one can observe in figure 4.2, countries with an annual per-cap-
ita income below $7,500 also have the lowest average life-satisfaction score of 5.98.
Life satisfaction in the second group is somewhat higher, showing a life-satisfaction
level of 6.45 for countries with an annual income between $7,500 and $15,000. As
one would expect, the group of countries with an income above $15,000 is also
the happiest, having an average life-satisfaction score of 7.37. These differences are
quite notable, especially if we consider that the standard deviation of the whole

8 Reproducing different studies, Cheibub et al. (2010) further show that the choice of a democracy

measure in different empirical studies does matter, and that it has important implications for the

results obtained.
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Figure 4.2: Life satisfaction and income
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Sources: World Values Survey, 2009; World Bank, 2010.

sample is only 1.05. So, as we have already stated, the impact of per-capita GDP for
national life satisfaction is considerable, even though there are other variables that
influence this relationship.

Life satisfaction, democracy, and autocracy

Just asimpressive as the average differences in life satisfaction among income groups
is the asymmetry between different political regimes. The latter is illustrated in
figure 4.3. Here, we divide the countries of our dataset into autocracies and democ-
racies, according to the DD variable by Cheibub et al. (2010). This exercise demon-
strates that the life satisfaction of democratic nations is substantially above the level
found in autocracies. According to our dataset, the average life-satisfaction score of
autocratic countries is 5.96. In turn, the average life-satisfaction score of democratic
countries is 6.79. The difference suggests that the potential utility derived from free
and fair elections is large and significant for the average citizen. One might specu-
late that the positive effect for happiness will be stronger, the more institutionalized
the democracy. This is obviously not captured by the binary DD variable. Similarly,
it also seems plausible that, the more repressive an autocratic regime, the larger the
expected detrimental effect on life satisfaction will be.

Life satisfaction and economic freedom

Finally, all observations in the dataset are divided into three groups, according to
their level of economic freedom. The first group consists of countries that have a
score on the EFW index below 6; countries of the second group have EFW scores
between 6 and 7.5, and countries in the third group have an EFW score above 7.5.
As with the different income categories, we calculate the corresponding average life
satisfaction for each group. As one can observe in figure 4.4, countries with a score
for economic freedom below 6 also have the lowest average life-satisfaction score
of 5.85. Life satisfaction in the second group is somewhat higher: the average life-
satisfaction score is 6.61 for countries with an economic freedom score between 6
and 7.5. The group of countries with an economic freedom level above 7.5 is also the

www.freetheworld.com - www./fraserinstitute.org « Fraser Institute ©2013



224« Economic Freedom of the World: 2013 Annual Report

Life satisfaction

Life satisfaction

10

10

Figure 4.3: Life satisfaction and political regime

777777777777777777777777777777777777 679
5.96
Autocracy Democracy
Political regime

Sources: World Values Survey, 2009; Cheibub et al., 2010.

Figure 4.4: Life satisfaction and economic freedom
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Sources: World Values Survey, 2009; Gwartney et al., 2012.

happiest, with an average life-satisfaction score of 7.64. Again, these differences are
quite notable and they suggest that there is an intrinsic value to living in an economi-
cally free society. Of course, the observed life-satisfaction effect might be driven by
the high correlation between EFW scores and GDP per capita, which is not con-
trolled for in these simple graphics. This issue will be dealt with in the next section.

Economic freedom, democracy, and life satisfaction

In this section, the relationship between economic freedom and democracy on the
one hand and life satisfaction on the other is analyzed empirically. The estimated
model has the following functional form:

LS, =B,+ B, EFW, .+, X, +u;,
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where 8, is a constant term, X, is a vector of control variables, and u;, is an error term
for country iin period t. With this model, we can simultaneously control for the effect
of our variables on life satisfaction, and we do not have to be overly concerned about
the effect of one variable really being reflected by another. Put differently, we are filter-
ing out the independent impact of economic freedom on life satisfaction, while simul-
taneously taking into account the impact of all other variables described above (e.g.,
GDP per capita). In terms of the functional model, the economic freedom effect will
be indicated by the coeflicient 8, Regarding methodology, the impact of economic
freedom on average national life satisfaction is estimated with ordinary least squares
analysis, using robust standard errors to account for possible heteroscedasticity.

Equation 1
Estimation results that use the basic model are shown in table 4.3. In equation 1,
all variables from the baseline specification are highly significant and present the
expected sign. Social trust, Average memberships, Importance of God, and GDP per capita
are all positively associated with life satisfaction, which tentatively means that an
increase in one of these factors will also increase average national life satisfaction,
other factors being equal. In turn, Unemployment rate and Divorce rate are negatively
associated with life satisfaction, meaning that an increase in one of these variables
has the potential to reduce average life satisfaction, all else being equal. Our results
therefore highlight the relevance of social capital and informal institutions for life
satisfaction, as is also shown by Bjernskov (2003) and Bjernskov et al. (2010).
Turning to our main variables of interest, the EFW index and the DD variable
for democracy are both positive and highly significant (1% level) as determinants
of the variation in average life satisfaction. The coefficients illustrate that a one unit
increase in economic freedom, which is exactly the variable’s standard deviation, is
associated with an almost 0.3 points higher average life satisfaction. Therefore, a one
standard deviation shock in economic freedom, which roughly amounts to the dif-
ference between the United States and Japan in the year 2000, corresponds to an
increase in life satisfaction of about three percentage points, all else being equal. In
turn, a transition from an autocratic to a democratic regime is associated with an
increase in average life satisfaction of about 0.4, which is about the average difference
in life satisfaction between the autocratic Singapore and the democratic Great Britain.
Regarding the fit of our basic model, one can observe at the bottom of equation
1 that the adjusted R? is 0.58. This means that the paradigm currently explains 58%
of the variation in cross-country average life satisfaction.

Equation 2

In equation 2, two period dummies are introduced to account for joint macro-
trends in the data. We take 1995 as a reference point and control for the years 2000
and 20085. This leaves our estimation results practically unchanged: all variables,
including economic freedom and democracy, remain significant with the expected
sign and their coefficients are almost identical. Of the two period dummies, only
the year 2000 is significant at the 10% level.

Equation 3

In equation 3, two regional dummy variables are introduced, one for Latin America,
and another for post-communist countries. They control for the already men-
tioned fact that Latin American countries systematically present higher levels of
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Table 4.3: Basic outcomes for economic freedom

Dependent variable: Life Satisfaction

Economic freedom

Democracy

Social trust

Average memberships

Importance of God

log GDP per captia (PPP)

Unemployment rate

Divorce rate

Latin America

Post-communist

Period 2000

Period 2005

Adj. R?
F-Statistic
N

Countries

(M (2) 3) (4)

0.283 *** 0.295 *** 0.240 *** 0.225 ***
(3.579) (3.711) (3.063) (2.755)
0.406 *** 0.388 ** 0311 ** 0.308 **
(2.728) (2.580) (2.262) (2.248)
1.499 **¥* 1.510 *** 1.732 *** 1.763 ***
(3.622) (3.767) (4.092) (4.218)
1.958 * 2.098 * 1.117 1.281
(1.735) (1.956) (1.136) (1.311)
0.177 *** 0.172 *** 0.061 0.060
(3.600) (3.479) (1.583) (1.519)
0.453 *** 0.447 *** 0.365 *** 0.427 ***
(5.053) (4.964) (4.714) (3.456)
—0.020 ** -0.016 * —-0.009 -0.007
(=2.134) (=1.714) (-0.971) (-0.743)
—0.157 ** -0.150 * —0.118 ** -0.117 **
(=2.057) (=1.906) (=2.411) (-2.365)
0.883 *** 0.878 ***
(5.183) (5.105
—0.453 ** —0.445 **
(—2.385) (=2.319)
-0.230* —-0.053
(=1.732) (—0.407)
-0.025 0.105
(=0.184) (0.866)
0.58 0.58 0.68 0.68
49.2 37.9 47.3 383
160 160 160 160
87 87 87 87

Note: all regressions include a constant term; t-statistics in parentheses; * significant at 10%; ** significant at 5%; *** significant at 1%.

unexplained life satisfaction, while post-communist countries systematically pres-
ent lower levels of life satisfaction (Inglehart et al., 2008). Studies by Bjernskov et
al. (2010) and others show these dummies to be highly significant in similar mod-
els, making them an adequate tool to control for unexplained cultural differences
in cross-country life satisfaction levels.

Unlike the period dummies, these regional controls result in slight changes
in the estimation results: the variables Average memberships, Importance of God, and
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Unemployment rate become insignificant in this model. At the same time, the coeffi-
cients associated with GDP per capita, Economic freedom, and Democracy are somewhat
smaller. Both regional dummies are highly significant and present the expected sign.
Living in Latin America has a strongly positive impact on life satisfaction, while liv-
ingin a post-communist country exerts a strongly negative impact. In addition, the
introduction of the regional controls raises the adjusted R* to 0.68, meaning that
this model explains 68% of the cross-country variation in average life satisfaction.
Furthermore, the introduction of these dummies eliminates the significance of
the control variables Average memberships, Importance of God, and Unemployment rate: The
communist regimes of Eastern Europe were known for their anti-religious ideology,
which would explain the connection to the control variable for overall religiosity.
Furthermore, the breakdown of these regimes is known to have left many coun-
tries in the region without a functioning volunteer infrastructure and a crumbling
civil society, both of which are factors that are intimately associated with the vari-
able for Average memberships (Meier and Stutzer, 2008). In addition, these countries
have experienced high unemployment rates as a consequence of changing from a
communist to a market-based economy. It seems that the introduction of the post-
communist dummy variable would be picking up these three factors, at least in part.

Equation 4

Finally, equation 4 jointly introduces both period and regional dummies. Results
are almost identical to equation 3: variables Average memberships, Importance of God,
and Unemployment rate again become insignificant, while coefficients for GDP per capita,
Economic freedom, and Democracy are somewhat lower. Both regional dummy variables
are again highly significant, while the period dummies are not. Also in this model,
the R? remains at 0.68.

Influence of economic freedom and democracy on life satisfaction
Having laid out the general dynamics of economic freedom and democracy on life
satisfaction, this leaves us with an open question regarding the total influence of
both variables on life satisfaction. As mentioned above, it is quite well known that
economic freedom fosters long-term growth and thereby produces higher per-capita
income (Pitlik, 2002; Berggren, 2003; de Haan et al., 2006; Rode and Coll, 2012).
In addition, unemployment is known to be consistently lower in economically free
societies (Feldman, 2010). It is more debatable whether democratic institutions
also generate similar indirect effects, but there is some research indicating that this
is the case (Rodrik, 2000; Benyishay and Betancourt, 2010; Rode and Gwartney,
2012). If economic freedom and democracy simultaneously exert an independent
impact on GDP per capita and unemployment rates, and both of these are in turn
responsible for higher average ratings of life satisfaction, then our research design
in table 4.3 does not capture the total impact of economic freedom and democracy
on life satisfaction. Part of their effects on life satisfaction will flow through the
impact of higher per-capita GDP and lower rates of unemployment. Put differently,
economic freedom and democracy will exert an indirect effect on life satisfaction as
the result of their impact on GDP per capita and on the rate of unemployment. Our
model will not register these indirect effects and, as a result, it will tend to understate
the full impact of economic freedom and democracy on life satisfaction.

To assess the complete contribution of economic freedom and democracy to
variations in life satisfaction across countries, we employ a methodology used
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by Gwartney et al. (2006) to deal with a similar problem: estimation of the full
impact of economic freedom on the growth of real GDP, including the indirect
effects through investment. These authors used a residual model to capture the total
impact of economic freedom on cross-country growth rates, including the indirect
effects transmitted through private and public investment. As one would expect, the
resulting coefficients for economic freedom on growth were higher when estimated
by a procedure that captured the indirect effects through investment as well as the
direct effects through improved efficiency and higher productivity. In the follow-
ing, we employ a similar research design to capture the direct and indirect effects of
economic freedom and democracy upon life satisfaction.

Estimation results that make use of this technique are shown in table 4.4.
Following Gwartney et al. (2006), we first estimate the independent impact of our
basic model on GDP per capita (equation 1) and on the unemployment rate (equa-
tion 2); then we use the residuals from both estimations to explain life satisfaction
(equation 3).

Equation 1

Equation 1 takes the logarithm of GDP per capita in PPP terms as dependent vari-
able. The independent variables are identical to the life satisfaction model except, of
course, for both of the economic variables. It can be observed in equation 1 that in

this specification Social trust does not significantly explain cross-country variations

in income. Average memberships and Importance of God both present a significantly nega-
tive relationship with income per capita, the first at the 10% level and the second at

the 1% level. In the case of Average memberships, an explanation for the negative sign

might be that many underdeveloped countries in the WVS show surprisingly high

levels of memberships in different societal organizations. It is yet unclear as to why
this is the case. Something similar is true for the Importance of God, which mainly has

high levels in developing countries. This result coincides quite well with the com-
mon logic that religious beliefs among the population are reduced in the process of
economic development. In turn, Divorce rate shows a positive and significant relation

with income per capita at the 10% level. This also makes sense as a more liberal rela-
tion among the sexes and divorce is more common in economically affluent coun-
tries. Both Economic freedom and Democracy are highly significant and positively related

to income per capita, as one would expect. Of course, it is important to keep in mind

that our estimation procedure can say nothing about causality in all of these cases.

Equation 2

Equation 2 uses the unemployment rate as dependent variable. Here, Social trust and
Average memberships show a significantly negative association with unemployment,
the first at the 10% level and the second at the 1% level. Theoretically, it would
make sense that countries with higher levels of social trust have fewer unemploy-
ment problems, as a consequence of reducing information asymmetries that can
lead to failure of labor markets. In an analogous manner, it also seems plausible that
countries with higher average memberships in voluntary organizations have lower
unemployment rates. This should largely be a consequence of a well-functioning
volunteer infrastructure, which might absorb individuals who would otherwise be
on the labor market. The two remaining control variables, the Importance of God and
the Divorce rate are unrelated to unemployment. This is also true for our Democracy
variable, which has no statistically significant relation with unemployment across
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Dependent variable:

Log GDP per capita (PPP)

Unemployment rate
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Economic freedom

Democracy

Social trust

Average memberships

Importance of God

Residual log GDP per capita

Residual unemployment

Divorce rate

Adj. R?
F-Statistic
N

Countries

(M

()

@)

0.505 *** -0.870 * 0.529 ***
(7.700) (-1.702) (8.916)
0.565 *** 0.140 0.659 ***
(3.407) (0.087) (4.510)

0.165 -6.741 * 1.707 ***
(0.396) (-1.875) (4.252)
-1.778 * —17.890 *** 1.508
(=1.835) (—6.795) (1.342)
—0.205 *** —-0.046 0.079 *
(5.931) (=0.151) (1.842)
0.453 ***
(5.053)
—0.020 **
(=2.134)
0.101 ** -0.140 —-0.108
(2.115) (-0.313) (=1.407)
0.63 0.08 0.58
48.3 6.1 49.2
160 160 160
87 87 87

Note: all regressions include a constant term; t-statistics in parentheses; * significant at 10%; ** significant at 5%; *** significant at 1%

countries. In turn, Economic freedom shows the expected negative sign, being signifi-
cant at the 10% level. This means that economically freer countries indeed show
lower unemployment rates in our sample.

Equation 3
The residuals from equations 1 and 2 were then incorporated into equation 3. This
procedure includes in the model the values of GDP per capita and unemploy-
ment that are not correlated with Economic freedom and Democracy. In turn, the indi-
rect impact of Economic freedom and Democracy on Life satisfaction through per-capita
income and unemployment will now be captured by the coefhicients for the Economic
freedom and Democracy variables. Therefore, the coefficients for these variables in
equation 3 will reflect both their direct and indirect effects on Life satisfaction. The
first works via intrinsic evaluations of having a free life (e.g., Knoll et al., 2013), while
the second is due to the economic improvements of being free.

Comparing equation 3 of this table with equation 1 from the previous table, the
signs, coeflicients, and significance levels of all control variables, including GDP per
capita and the Unemployment rate, are practically identical. Only the coefhicients for
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Economic freedom and Democracy are substantially higher. In the case of economic free-
dom, the impact rises from 0.28 to 0.53. This indicates that a one standard devia-
tion shock in economic freedom has the potential to raise average life satisfaction
by more than 5 percentage points via direct and indirect channels. This roughly
amounts to the difference in average life satisfaction between the United States
and Italy in 2000. Like the United States, Italy is also a Western industrial society,
meaning that both do not differ overly in terms of income per capita. In terms of
economic freedom, Italy scores much lower than the United States though, reflect-
ing Italy’s especially large public sector and its comparatively high levels of labor
market regulation. Both have been shown to influence cross-country levels of life
satisfaction. In the case of democracy, the impact rises from 0.41 to 0.57. Likewise,
this indicates that a change from autocratic to democratic leadership could raise
average life satisfaction by almost 6 percentage points, when taking into account the
direct and indirect effect. While the estimated joint effects of economic freedom
and democracy on life satisfaction across countries are not huge, they are substan-
tial. On a more intuitive level, they demonstrate the welfare generated by living in
an economically free and democratic society.

5 Conclusions
For a long time, economic happiness research has focused on the question: “Does
money make people happy?” This is an important and interesting subject, but it
has certainly not made use of the full potential that measures of life satisfaction
have to offer for economic investigation. As a consequence, researchers have broad-
ened the scope of questions in recent years, asking if political, social, and economic
events might produce outcomes that have an impact that goes beyond pure mone-
tary effects. For example, periods of unemployment are not only detrimental for life
satisfaction due to the loss of labor income and the reduced consumption levels of
the unemployed. They have additional psychological welfare effects both for those
who are unemployed and for those who observe more unemployment in society.
The quality of economic and political institutions matters for life satisfaction basi-
cally for two reasons. First, free markets, and possibly also democracy, are important
determinants of growth, thereby contributing to life satisfaction via higher income
levels and lower unemployment rates. Second, risk aversion and freedom of choice
as values in themselves may explain why positive effects on life satisfaction remain,
even after controlling for income levels and other socioeconomic variables. This
non-monetary impact seems to be quite important for the individual and collective
evaluation of welfare. Economic freedom, therefore, not only makes people richer,
but it also makes them happier.
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